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Systemic Risk Regulation of Non-Bank Financial Institutions

Summary

When large, interconnected financial institutions become distressed, policymakers have
historically faced a choice between (1) a taxpayer-funded bailout, and (2) the destabilization of
the financial system—a dilemma that commentators have labeled the “too-big-to-fail” (TBTF)
problem. The 2007-2009 financial crisis highlighted the significance of the TBTF problem.
During the crisis, a number of large financial institutions experienced severe distress, and the
federal government committed hundreds of billions of dollars in an effort to rescue the financial
system. According to some commentators, the crisis underscored the inadequacy of existing
prudential regulation of large financial institutions, and of the bankruptcy system for resolving the
failure of such institutions.

In response to the crisis, Congress passed and President Obama signed the Dodd-Frank Wall
Street Reform and Consumer Protection Act (Dodd-Frank) in 2010. Titles I and II of Dodd-Frank
are specifically directed at minimizing the systemic risk created by TBTF financial institutions. In
order to minimize the risks that large financial institutions will fail, Title I of Dodd-Frank
establishes an enhanced prudential regulatory regime for certain large bank holding companies
and non-bank financial companies. In order to “resolve” (i.e., reorganize or liquidate)
systemically important financial institutions, Title II establishes a new resolution regime available
for such institutions outside of the Bankruptcy Code.

The Title I regime applies to (1) all bank holding companies with total consolidated assets of $50
billion or more, and (2) any non-bank financial companies that the Financial Stability Oversight
Council (FSOC) designates as systemically important. To date, FSOC has designated four non-
bank financial companies for enhanced supervision: AIG, GE Capital, Prudential, and MetLife.
However, FSOC has rescinded its designations of AIG and GE Capital as a result of changes to
those companies, and MetLife successfully challenged its designation in federal court, leaving
Prudential as the sole remaining designee as of the publication of this report.

Legislation that would repeal FSOC’s authority to designate non-banks for enhanced supervision
has passed the House of Representatives (H.R. 10), and a bill that would alter FSOC’s
designation process and standards in more limited ways has also been introduced in the House
(H.R. 4061).

Title II of Dodd-Frank creates an “Orderly Liquidation Authority” (OLA) pursuant to which the
Federal Deposit Insurance Corporation (FDIC) can serve as the receiver for failing financial
companies that pose a significant risk to the financial stability of the United States. The OLA,
which was developed as an alternative to the Bankruptcy Code, is similar to the mechanisms the
FDIC uses to resolve failed commercial banks. The OLA grants the FDIC broad powers to
manage the liquidation or sale of a failed financial company, and Title II includes provisions that
offer financial institutions more robust protections against “runs” by their derivatives
counterparties than they would have under the Bankruptcy Code. The FDIC, Federal Reserve, and
Office of the Comptroller of the Currency have promulgated a number of rules that have
important consequences for the OLA concerning the FDIC’s powers as receiver, its general
strategy for resolving failed institutions, “loss-absorbing capacity” requirements for certain bank
holding companies, and derivatives contracts.

There have also been a number of proposals to reform Title II. A bill that would (among other
things) repeal Title II passed the House in June 2017, and bills to amend the Bankruptcy Code to
allow it to deal more effectively with the failure of large financial institutions have been
introduced in the House and the Senate (H.R. 10 (115" Cong.), H.R. 1667 (115" Cong.), S. 1840
(114™ Cong.)).
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he prospect of a large financial institution’s failure often presents policymakers with a

stark choice. Regulators can “bailout” a distressed institution, risking taxpayer money

and arguably creating incentives for management, shareholders, and creditors of similar

institutions to take excessive risks. Alternatively, the government can allow the

institution to fail, running the risk of financial destabilization.' Before the 2007-2009
financial crisis, regulators relied on a variety of prudential regulations, federal deposit insurance,
and the Federal Reserve’s emergency lending power to limit the risk of commercial bank
failures.? Commercial banks are also subject to a special insolvency regime administered by the
Federal Deposit Insurance Corporation (FDIC), in which the FDIC has robust authorities to
rapidly resolve failed banks outside of the Bankruptcy Code.’

However, many non-bank financial institutions fall outside the ambit of these regulations despite
facing risks similar to those confronting commercial banks. Many commentators viewed the
distress and failure of a number of these institutions during the 2007-2009 crisis as highlighting
the inadequacy of existing prudential regulations for such firms, and of the Bankruptcy Code for
resolving their failure.* The Dodd-Frank Wall Street Reform and Consumer Protection Act of
2010 (Dodd-Frank) adopted two general solutions to these perceived problems.® First, Title I of
the Act created the Financial Stability Oversight Council (FSOC) and granted it the authority to
designate systemically important non-bank financial companies for enhanced prudential
regulation by the Federal Reserve.® Second, Title IT of Dodd-Frank established the Orderly
Liquidation Authority (OLA), a special resolution regime outside of the Bankruptcy Code that
can be invoked for systemically important financial institutions.’

As discussed in more detail below, federal regulatory agencies have pursued a number of
measures to implement Titles I and IT of Dodd-Frank.® And 10 years after the crisis, legal
commentators continue to debate whether these provisions have improved the resiliency of the
financial system.® This report provides an overview of how regulatory agencies have

implemented Dodd-Frank’s systemic risk provisions concerning non-bank financial institutions,
and the legal debates surrounding proposals to repeal or change those provisions. In order to
provide necessary background, the first two sections of the report discuss the nature of the “too-
big-to-fail” problem and the 2007-2009 financial crisis.'® The report then provides an overview of
Titles I and I1,*! their implementation by the relevant federal agencies,? criticisms of those

! See “The “Too-Big-To-Fail” Problem” infra.
2 See “Title I: Enhanced Prudential Standards for Systemically Important Financial Institutions” infra.
3 See “Pre-Dodd-Frank Resolution Mechanisms: Bankruptcy vs. FDIC Resolution” infra.

4 See Ben S. Bernanke, Why Dodd-Frank’s Orderly Liquidation Authority Should be Preserved, THE BROOKINGS INST.
(Feb. 28, 2017), https://www.brookings.edu/blog/ben-bernanke/2017/02/28/why-dodd-franks-orderly-liquidation-
authority-should-be-preserved/; FINANCIAL REGULATORY REFORM: A NEW FOUNDATION, U.S. DEP’T OF THE TREASURY
20 (Oct. 8, 2009), https://www.treasury.gov/initiatives/Documents/FinalReport_web.pdf.

5P.L. 111-203, 124 Stat. 1376 (2010).

6 See “Designation of Non-Banks for Enhanced Prudential Regulation” infra.

7 See “Title I1 and the Orderly Liquidation Authority” infra.

8 See “Dodd-Frank Section 113 and FSOC Guidance” and “Administrative Rules” infra.

9 See “Criticisms of Title | and Responses” and “Criticisms of Title Il and Responses” infra.

10 See “The “Too-Big-To-Fail” Problem” and “TBTF Financial Institutions During the 2007-2009 Financial Crisis”
infra.

11 See “Designation of Non-Banks for Enhanced Prudential Regulation” and “Title 1l and the Orderly Liquidation
Authority” infra.

12 See “Non-Bank Designations to Date” and “Administrative Rules” infra.
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provisions and responses,*® and legislative proposals to change them.* An Appendix to this
report contains a glossary that defines certain key terms in the report.'®

The “Too-Big-To-Fail” Problem

When large, interconnected financial institutions become distressed, policymakers often face a
choice between (1) a taxpayer-funded bailout, and (2) the destabilization of the financial
system—a dilemma that commentators have labeled the “too-big-to-fail” (TBTF) problem.'® Two
features of the financial system help explain the origin of the TBTF problem. First, banks and
certain other financial institutions are almost always highly leveraged, meaning that their
shareholder equity is a small fraction of their total assets, and that they accordingly fund their
assets with large amounts of borrowing.!” Second, banks and certain other financial institutions
often fund themselves with large amounts of short-term debt, while investing in longer-term loans
and other illiquid assets—a practice called “maturity transformation.”*® While commentators
generally agree that maturity transformation is socially valuable,'® the process makes financial

13 See “Criticisms of Title | and Responses” and “Criticisms of Title Il and Responses™ infra.
14 See “Proposals to Alter Title I” and “Proposals to Alter Title 11" infra.
15 See Appendix.

16 Randall D. Guynn, Framing the TBTF Problem: The Path to a Solution, in ACROss THE GREAT DIVIDE: NEW
PERSPECTIVES ON THE FINANCIAL CRISIS 281, 291 (Martin Neil Baily & John B. Taylor eds., 2014). See also RICHARD
ScoTT CARNELL, JONATHAN R. MACEY & GEOFFREY P. MILLER, THE LAW OF FINANCIAL INSTITUTIONS 38 (6th ed. 2017);
CRS Report R42150, Systemically Important or “Too Big to Fail” Financial Institutions, by Marc Labonte; Too Big to
Fail: The Path to a Solution, BIPARTISAN PoLicy CENTER (May 2013), http://bipartisanpolicy.org/wp-content/uploads/
sites/default/files/TooBigToFail.pdf [hereinafter “Bipartisan Policy Center Report™].

17 See Harry DeAngelo & René Stulz, Why High Leverage is Optimal for Banks, HARV. L. ScH. FORUM ON CORP. GoV.
AND FIN. REG. (June 27, 2013), https://corpgov.law.harvard.edu/2013/06/27/why-high-leverage-is-optimal-for-banks/.

18 See Guynn, supra note 16 at 291; Lawrence J. White, The Basics of Too Big to Fail, in PERSPECTIVES ON DobD-
FRANK AND FINANCE 25, 26 (Paul H. Schultz ed., 2014); Daniel R. Fischel, Andrew M. Rosenfield & Robert S.
Stillman, The Regulation of Banks and Bank Holding Companies, 73 VA. L. Rev. 301, 306-07 (1987); Douglas W.
Diamond & Philip H. Dybvig, Bank Runs, Deposit Insurance, and Liquidity, 91 J. PoL. EcoN. 401, 403 (1983).

Customer deposits, many of which are payable on demand (as in most checking accounts), represent major liabilities of
commercial banks, which make loans to businesses and individuals. See CARNELL, ET AL., supra note 16 at 67-78. And

many large investment banks that deal in securities and derivatives obtain short-term financing from commercial paper
and repurchase agreements (repos). White, supra note 18 at 26; DARRELL DUFFIE, HoOw BIG BANKS FAIL AND WHAT TO

Do aBouT IT 29 (2011).

Commercial paper is a short-term, unsecured corporate IOU. CARNELL, ET AL., supra note 16 at 152. By contrast, repos
are transactions pursuant to which one party sells securities to another party for cash, while simultaneously agreeing to
repurchase the same or similar securities at some time in the future at a premium. See Jeanne L. Schroeder, Repo
Madness: The Characterization of Repurchase Agreements under the Bankruptcy Code and the U.C.C., 46 SYRACUSE
L. Rev. 999, 1004-1006 (1996). The economic function of a repo is accordingly similar to that of a secured loan. Id. at
1006. Large investment banks often make heavy use of “overnight repos” with a term of one day in order to benefit
from their flexibility and low financing rates. DUFFIE, supra note 18 at 29-30; FINAL REPORT OF THE NAT’L COMM’N ON
THE CAUSES OF THE FIN. AND ECON. CRISIS IN THE U.S. 296-97 (2011) [hereinafter “FINANCIAL CRISIS REPORT”].

Although commentators generally agree that insurance companies “are less likely to pose systemic risk than similar-
sized banks” because they are “less vulnerable to runs or other liquidity problems,” CARNELL, ET AL., supra note 16 at
671, insurance companies may pose systemic risk when they offer products that allow customers to withdraw assets
with minimal penalties, engage in securities lending and certain other capital markets activities, or when they have
significant financial-guarantee businesses. See Daniel Schwarcz & Steven L. Schwarcz, Regulating Systemic Risk in
Insurance, 81 U. CHI. L. Rev. 1569, 1571 (2014); Robert P. Bartlett 111, Inefficiencies in the Information Thicket: A
Case Study of Derivatives Disclosures during the Financial Crisis, 36 J. Corp. L. 1, 1-42 (2010).

19 See Edward Simpson Prescott, Introduction to the Special Issue on the Diamond-Dybvig Model, 96 FED. RES. BANK
RicHMOND Econ. Q. 1, 1-2 (2010).
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institutions vulnerable to liquidity “runs.”?® That is, when a financial institution’s short-term
creditors become concerned about its solvency or liquidity, they have incentives to demand
immediate conversion of their claims into cash,” or to reduce their exposure in other ways that
force the institution to sell its illiquid assets at significantly discounted prices.??

A “run” on one financial institution can spread to other institutions that do business with it.?

Small banks typically hold deposit balances at larger banks, and large banks, securities firms, and
insurance companies often face significant exposure to one another through their over-the-counter
derivatives portfolios.?* Accordingly, troubles at one financial institution can spread to others,
resulting in additional “runs” and a “contagious panic throughout the financial system that causes
otherwise solvent financial institutions to become insolvent.”? This type of financial “contagion”
can cause asset price implosions as institutions liquidate assets in order to meet creditor demands,
further impairing their ability to lend and the ability of businesses to raise capital.”® Faced with a
choice between bailouts and economic collapse, policymakers have generally opted for bailouts,?’

20 See Guynn, supra note 16 at 291; Jonathan R. Macey & Geoffrey P. Miller, Bank Failures, Risk Monitoring, and the
Market for Bank Control, 88 CoLum. L. Rev. 1153, 1156-59 (1988); Fischel, et al., supra note 18 at 307-10; Diamond
& Dybvig, supra note 18 at 401-02.

21 Guynn, supra note 16 at 291; Bipartisan Policy Center Report, supra note 16 at 38-39; ROBERT E. LITAN &
JONATHAN RAUCH, AMERICAN FINANCE FOR THE 215T CENTURY 98-112 (1997); Fischel, et al., supra note 18 at 307-10.

Commentators have argued that short-term creditors face a classic “prisoner’s dilemma” in which creditors as a group
are often harmed by mass withdrawals that force a financial institution to take value-reducing actions, such as
liquidating loans or securities at distressed prices. Macey & Miller, supra note 20 at 1156-57; Fischel, et al., supra note
18 at 307-10. However, individual creditors have incentives to withdraw their assets from a troubled institution to avoid
being left with nothing. Fischel, et al., supra note 18 at 307-10. Fearing that other creditors will withdraw funds from a
troubled institution, creditors “may rationally adopt a ‘me-first’ attitude and demand payment as soon as possible,”
precipitating a “run.” Id. at 308.

22 In the case of a large investment bank, these exposure-mitigating activities may include, among other things: (1) repo
lenders demanding increased collateral or declining to renew their positions altogether, (2) derivatives counterparties
requesting that other investment banks assume the obligations of a troubled bank (an act referred to as a “novation”),
resulting in the transfer of cash collateral out of the troubled bank, and (3) hedge funds and other prime-brokerage
clients of a troubled bank withdrawing cash from their free credit balances at the bank. See DUFFIE, supra note 18 at 23-
42.

23 White, supra note 18 at 27; LITAN & RAUCH, supra note 21 at 98-112; Helen A. Garten, Banking on the Market:
Relying on Depositors to Control Bank Risks, 4 YALE J. oN REG. 129, 160-63 (1986).

2 LITAN & RAUCH, supra note 21 at 98-112. A “derivative” is a financial instrument whose value depends on the value
of some other asset, such as a commodity, interest rate, currency, bond, or stock. CARNELL, ET AL., supra note 16 at
871-72. An “over-the-counter” (OTC) derivative is a derivative contract that is “individually negotiated by parties
dealing directly with one another,” as opposed to a derivative contract that is traded on an organized exchange. Id. at
871.

Commentators have observed that the OTC derivatives market is highly concentrated, generating high levels of
systemic risk. See Sheri M. Markose, Systemic Risk from Global Financial Derivatives: A Network Analysis of
Contagion and Its Mitigation with Super-Spreader Tax, INTERNATIONAL MONETARY FUND 8 (2012),
https://www.imf.org/external/pubs/ft/wp/2012/wp12282.pdf (noting that according to a 2009 survey conducted by Fitch
Ratings, “the top 12 counterparties [in the OTC derivatives market] comprised 78 percent of total exposure,” and that
“dependence on a limited number of counterparties looks to be a permanent feature of the market”).

Moreover, as discussed in greater detail in “QFCs” infra, OTC derivatives often provide counterparties with “cross-
default rights”—that is, rights to terminate the contract, set-off obligations, or liquidate collateral based on the
bankruptcy of a party’s parent, subsidiary, or affiliate. The bankruptcy of a financial holding company can accordingly
trigger “runs” on its subsidiaries, and vice versa.

25 Guynn, supra note 16 at 291. See also White, supra note 18 at 27; Bipartisan Policy Center Report, supra note 16 at
39; LITAN & RAUCH, supra note 21 at 98-112.

2% See LITAN & RAUCH, supra note 21 at 98-112.
27 Guynn, supra note 16 at 291 (“All indications from history suggest that when public policymakers, and even the
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arguably creating incentives for financial institutions to take excessive risks and grow larger than
is socially optimal.?®

TBTF Financial Institutions During the
2007-2009 Financial Crisis

The 2007-2009 financial crisis highlighted the significance of the TBTF problem. During that
time, the United States experienced what many commentators believe was the worst financial
crisis since the Great Depression, triggering a severe recession.?® According to many observers, a
principal cause of the crisis was the collapse of a bubble in the housing market that had developed
in the early and mid-2000s.*° As this bubble popped over the course of 2007 and 2008, many
financial institutions experienced large losses related to the real estate market.®

In March 2008, Bear Stearns—the fifth largest American investment bank at the time—informed
the Federal Reserve that it was unable to refinance its short-term debt as a result of a “run” by its
short-term creditors.* Believing that the bankruptcy of Bear Stearns raised “the potential for

public, are faced with the choice between bailout and collapse or destabilization, they typically choose bailouts rather
than risk a collapse of the system.”); Bipartisan Policy Center Report, supra note 16 at 19 (“Faced with a choice
between bailout and fire-sale liquidations or value-destroying reorganizations that can result in a contagious panic and a
collapse of the financial system, ... policymakers typically choose bailout as the lesser of two evils.”). See also Michael
M. Phillips, Government Bailouts: A U.S. Tradition Dating to Hamilton, WALL ST. J. (Sept. 20, 2008),
https://www.wsj.com/articles/SB122186662036058787.

28 See DUFFIE, supra note 18 at 5 (arguing that knowledge that TBTF institutions will receive government support when
distressed “provides an additional incentive to large financial institutions to take inefficient risks, a well-understood
moral hazard,” and that “[t]he creditors of systemically important financial institutions may offer financing at terms
that reflect the likelihood of a government bailout, thus further encouraging these financial institutions to increase
leverage.”); Bipartisan Policy Center Report, supra note 16 at 43-44 (arguing that if shareholders expect a TBTF
institution to be bailed out, they “will encourage the institutions to engage in excessive risk-taking,” and that bailouts
result in market distortions in the form of “an implicit government subsidy of funding costs,” because “shareholders,
long-term unsecured debt holders and the holders of other capital structure liabilities might accept below-market
returns if they expect the institutions or their claims to be bailed out by the government.”).

29 See Jeff Madrick, The Real Lesson of Lehman, THE N.Y. REVIEW oF Books (Oct. 4, 2014), http://www.nybooks.com/
daily/2014/10/04/real-lesson-lehman-bankruptcy/; Jon Hilsenrath, Serena Ng & Damian Paletta, Worst Crisis Since
‘30s, With No End Yet in Sight, WALL ST. J. (Sept. 18, 2008), https://www.wsj.com/articles/SB122169431617549947;
Heather Stewart, We Are in the Worst Financial Crisis Since Depression, Says IMF, THE GUARDIAN (Apr. 9, 2008),
https://www.theguardian.com/business/2008/apr/10/useconomy.subprimecrisis.

30 FINANCIAL CRISIS REPORT, supra note 18 at 1-4. See also CARNELL, ET AL., supra note 16 at 32; White, supra note 18
at 31; Christopher L. Foote, Kristopher S. Gerardi & Paul S. Willen, Why Did So Many People Make So Many Ex Post
Bad Decisions?: The Causes of the Foreclosure Crisis, in RETHINKING THE FINANCIAL CRISIS 136, 136-40 (Alan S.
Blinder, Andrew W. Lo & Robert M. Solow, eds. 2012).

Commentators have debated the ultimate and proximate causes of the 2007-2009 financial crisis. In analyzing the
crisis, observers have contested the relative roles of financial deregulation, easy monetary policy, government housing
policy, the complexity and opacity of newly-popular financial products, predatory mortgage lending, the concentration
of risk in institutions outside the ambit of traditional banking regulations (the so-called “shadow banking system”), and
government bailout policy, among other things. See Robert E. Litan, The Political Economy of Financial Regulation
after the Crisis, in RETHINKING THE FINANCIAL CRISIS 269, 270 (“There are so many alleged ‘causes’ of the great
financial crisis of 2007 to 2008 that it is easy to lose count.”); FINANCIAL CRISIS REPORT, supra note 18 at 125-26, 187,
230, 255; Dissenting Statement of Keith Hennessy, Douglas Holtz-Eakin & Bill Thomas, in FINANCIAL CRISIS REPORT,
supra note 18 at 413-37; Dissenting Statement of Peter Wallison, in FINANCIAL CRISIS REPORT, supra note 18 at 443-
553.

3L FINANCIAL CRISIS REPORT, supra note 18 at 279-91.
32 Bear Stearns, JP Morgan Chase, and Maiden Lane LLC, Bb. oF Gov. oF THE FED. RES. Svs.,
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contagion to similarly situated firms,” and the possibility of “serious|[] disrupt[ions]” to the
stability of financial markets, the Federal Reserve exercised its authority to lend to non-banks in
“unusual and exigent circumstances” under Section 13(3) of the Federal Reserve Act.*® According
to then-Chairman of the Federal Reserve Ben Bernanke, policymakers “were reasonably sure that
[Bear Stearns’s] unexpected bankruptcy filing would ignite ... panic.”** A bankruptcy proceeding,
Bernanke explained, could seriously damage the money market funds that lent to Bear Stearns
and other corporations, and “lock up the cash of many other creditors, potentially for years.”®
Likewise, according to Bernanke, unwinding Bear Stearns’s derivatives portfolio would have
“prove[n] chaotic” because of its size and complexity.*® Moreover, a decision by JP Morgan, the
“clearing bank” for Bear Stearns’s repurchase agreements (repos),* to liquidate collateral on
behalf of Bear Stearns’s creditors could drive securities prices down even further, “leading to a
new wave of losses and write-downs” and possible “runs” on other investment banks.*®

Accordingly, on March 14, the Federal Reserve Bank of New York (New York Fed) extended a
bridge loan of $12.9 billion to Bear Stearns as it worked to orchestrate a deal to save the
investment bank.** On March 17, the Federal Reserve shepherded an acquisition of Bear Stearns
by JP Morgan.* In order to facilitate the acquisition, the Federal Reserve again exercised its
Section 13(3) authority, creating an entity called Maiden Lane LLC and lending it roughly

$29 billion to purchase certain mortgage assets from Bear Stearns.*

https://www.federalreserve.gov/regreform/reform-bearstearns.htm.
33 See id.; 12 U.S.C. § 343(3) (2006).
34 BEN BERNANKE, THE COURAGE TO ACT: A MEMOIR OF A CRISIS AND ITS AFTERMATH 215 (2015).

3 |d. Money market funds are funds that generally invest in high-quality, liquid, short-term securities and give their
investors the right to withdraw their share of the fund’s assets on demand. CARNELL, ET AL., supra note 16 at 32.
However, unlike commercial banks, money market funds are not required to obtain deposit insurance and do not enjoy
access to the Federal Reserve’s “discount window.” William A. Birdthistle, Breaking Bucks in Money Market Funds,
2010 Wisc. L. Rev. 1155, 1160-62 (2010). Before the financial crisis, money market funds had become a major source
of short-term financing for major financial institutions and non-financial corporations, accumulating more than $3
trillion in assets. Id. at 1157.

36 BERNANKE, supra note 34 at 215-16.

37 For an explanation of repos, see note 18 supra. Bear Stearns borrowed heavily in the “tri-party” repo market, in
which a clearing bank intermediates between repo lenders and borrowers. Id. at 216. See also Adam Copeland, Darrell
Duffie, Antoine Martin & Susan McLaughlin, Key Mechanics of the U.S. Tri-Party Repo Market, FED. RES. BANK OF
NEW YORK EcON. PoL. REv. 17 (Nov. 2012), https://www.newyorkfed.org/medialibrary/media/research/epr/12v18n3/
1210cope.pdf.

The role of clearing banks in the tri-party repo market consists primarily in shifting cash and securities back and forth
between borrowers and lenders. 1d. at 6. However, before and during the financial crisis, the two principal clearing
banks (JP Morgan and Bank of New York Mellon) provided borrowers with several hours of “intraday” credit while
arranging their transactions. Id. at 6. Commentators have observed that the large exposure of clearing banks to troubled
repo dealers and to the possibility of sharp declines in the value of the securities that collateralize repos were major
contributors to systemic risk. Id. at 6-7.

38 BERNANKE, supra note 34 at 216. See also TIMOTHY F. GEITHNER, STRESS TEST: REFLECTIONS ON FINANCIAL CRISES
150 (2014) (“[Bear Stearns] was completely unmeshed in the fabric of the system. It had nearly four hundred
subsidiaries. It had trading positions with five thousand counterparties around the world. And it had borrowed about
$80 billion in the tri-party repo market, presenting ... risks of runs on money markets and investment banks.”).

39 See BD. oF Gov. oF THE FED. RES. Sys., supra note 32. This bridge loan was extended to Bear Stearns through JP
Morgan, the clearing bank between Bear Stearns and its repo lenders. Id.; BERNANKE, supra note 34 at 214. The loan
was secured by Bear Stearns assets valued at $13.8 billion and was repaid on March 17, 2008. BD. OF Gov. OF THE FED.
REs. Sys., supra note 32.

01d.

41 1d.; BERNANKE, supra note 34 at 219 (explaining that JP Morgan CEO Jamie Dimon “had made clear” that without
government assistance, “the deal would be too big and too risky for JP Morgan”); GEITHNER, supra note 38 at 153
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Although the Bear Stearns rescue temporarily calmed markets,*? similar troubles surfaced later in
2008 at Lehman Brothers (Lehman), the nation’s fourth largest investment bank at the time.*?
Over the weekend of September 12, the New York Fed attempted to coordinate a private-sector
solution that would avert a Lehman bankruptcy.* During these negotiations, regulators took the
position that no government money would be committed to rescuing Lehman, unlike the case of
Bear Stearns six months earlier.*

The government’s attempts to broker an acquisition of Lehman ultimately failed. Bank of
America, one of the potential acquirers, purchased the also-troubled investment bank Merrill
Lynch instead.“® British regulators of Barclays, another potential purchaser, refused to approve a
proposed deal without a shareholder vote.*” Unable to secure government support or find a private
buyer, Lehman declared bankruptcy on September 15, 2008.%8

Lehman’s bankruptcy reverberated throughout financial markets. On September 15, the Dow
Jones Industrial Average dropped more than 500 points, its worst single-day decline in seven
years.*® Shares of Goldman Sachs and Morgan Stanley, two of the largest remaining investment
banks, lost an eighth of their value.”® Lehman’s bankruptcy also precipitated a “run” on money
market funds.* The Reserve Primary Fund, a large fund that had invested in Lehman’s
commercial paper, “broke the buck,” meaning that its asset value per share fell below $1.°
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Section 13(3) authority because “the primary goal of the transaction was to remove ... assets from Bear Stearns’s
balance sheet,” meaning that it functioned more like an asset purchase (which is not allowed under Section 13(3)) than
a loan. See Alexander Mehra, Legal Authority in Unusual and Exigent Circumstances: The Federal Reserve and the
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Because money market investors had come to expect that fund shares would always be worth $1,
the troubles at the Reserve Primary Fund precipitated a $300 billion “run” on other funds,
threatening a key source of short-term financing for large and medium-sized companies.>®

Also in September 2008, American International Group (AIG)—the nation’s largest insurance
company at the time—came under heavy financial pressure.>* During the real estate boom, one of
AIG’s affiliates had accumulated significant exposure to the housing market by selling “credit
default swaps” (CDSs) on mortgage bonds, which provided their purchasers with credit
protection in the event that the bonds defaulted.>® On September 15, the day Lehman declared
bankruptcy, AIG suffered a credit rating downgrade that required it to post margin on its CDS
obligations.*® Later that day, AIG informed the New York Fed that it was unable to access the
commercial paper market in order to meet the margin call.”” As it had done with Bear Stearns, the
Federal Reserve invoked its Section 13(3) authority to rescue AIG, reasoning that an AIG
bankruptcy would have devastating effects on the financial system.”® On September 16, the
Federal Reserve announced that it would provide AIG with an $85 billion credit line in exchange
for a 79.9 percent stake in the firm.>®
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